Capital markets in 1956 by anonymous
LARGE DEMANDS for long-term credit and
capital have accompanied the continued
growth in economic activity this year. Busi-
ness financial needs have been particularly
strong, as expenditures for plant and equip-
ment have risen to record levels and funds
available from operations have been no
greater than last year. Demands for credit
to finance construction and purchase of
homes and construction of community fa-
cilities by State and local governments have
also been large.
Long-term credit demands are largely met
through investment of the long-term savings
flowing to financial institutions such as life
insurance companies, pension funds, savings
and loan associations, mutual savings banks,
and commercial banks. To meet the sharp
rise in demands for long-term credit in 1955,
many institutions supplemented their inflows
of loan repayments and new savings by
borrowing or by reducing their holdings of
cash and Government securities.
The flow of new savings to financial in-
stitutions has increased moderately in 1956,
but supplementary funds have been more
difficult and more costly to obtain. Declin-
ing prices of Government securities have
increased the expense of obtaining funds
through further sales of such securities.
This increased cost, together with other re-
straints on credit expansion exercised by
the Federal Reserve System and the Federal
Home Loan Bank System, has tended to
limit the growth in long-term credit and to





NOTE.—Series are from Moody's Investors Service. Corpo-
rate yields are weekly averages of daily figures; State and local
yields, Thursday figures. Latest figures are for week ending
Dec. 1, 1956.
Reflecting the pressure of current and pro-
spective demands for credit and the limited
availability of credit supplies, long-term in-
terest rates have risen and other borrowing
terms have become more restrictive. Yields
on outstanding corporate and municipal
bonds have increased substantially, as the
chart shows, and the increase in costs of new
borrowing has been even greater.
Rising interest rates have stimulated the
direct flow of individuals' savings into capi-
tal markets. Purchases of corporate and
municipal securities by individuals this year
have been greater than in 1955, and have
represented a larger share of their additions
to financial asset holdings. Use of credit by
individuals has declined, however, as bor-
rowing to finance expenditures on homes and
durable goods has been less than in 1955.
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Restraint in individuals' spending and bor-
rowing and increases in their financial invest-
ment have partially offset pressures on com-
modity and credit markets arising from busi-
ness expenditures for plant expansion.
INSTITUTIONAL FUNDS
The flow of new long-term savings to finan-
cial institutions has expanded moderately
this year. From January through Septem-
ber the increase in these savings, as meas-
ured by the growth in reserves of life in-
surance companies and pension funds, sav-
ings capital of savings and loan associations,
and savings and time deposits at banks,
amounted to $12.3 billion. This increase
was about $600 million more than in the
comparable period of 1955.
Insurance and pension fund reserves and
savings capital of savings and loan associa-
tions increased at a slightly faster rate
than last year, and there was little change in
the rate of growth in deposits at mutual sav-
ings banks. Expansion of savings and time
deposits at commercial banks was much
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NOTE.—Data are from the Securities and Exchange Commis-
sion, National Association of Mutual Savings Banks, and Fed-
eral Savings and Loan Insurance Corporation.
larger than in 1955, as can be seen on the
chart, but was still well below the deposit
expansion in 1952, 1953, or 1954. Re-
cently, the maximum permissible rates of in-
terest payable by insured commercial banks
on savings and time deposits were raised by
joint action of the Federal Deposit Insur-
ance Corporation and the Board of Gov-
ernors of the Federal Reserve System. The
increase becomes effective January 1, 1957.
Moderate growth in the flow of savings to
institutions has been more than offset by re-
ductions in funds from other sources that
were utilized by financial institutions in
1955. Last year, with credit demands rising
and a large volume of earlier commitments
to be fulfilled, many institutions supple-
mented the inflow of new savings by selling
Government securities or by borrowing.
Institutional demands for supplementary
funds added to the pressure of other loan
demands on the banking system and the
capital markets in 1955. Insurance com-
panies, for example, increased their lending
on business securities and mortgages by ar-
ranging temporary financing of mortgage ac-
quisitions through repurchase agreements
with commercial banks. Mortgage com-
panies borrowed heavily from commercial
banks to carry portfolios until funds became
available from permanent lenders. Savings
and loan associations increased their borrow-
ings from the Federal home loan banks and
reduced their balances held in these banks.
To supply funds, the Federal home loan
banks, in turn, increased their borrowings
from security markets.
As economic activity, stimulated by the
expansion in credit, pressed increasingly
against productive capacity during 1955, the
Federal Reserve System acted to restrain in-
flationary pressures by limiting the reserve
funds supplied through open market opera-
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tions and by increasing the cost of member
bank borrowing. The Federal Home Loan
Bank System also acted to restrain growth
in mortgage debt by limiting the extent of
borrowing by its member associations.
In addition to these restraints on further
expansion of credit, financial institutions
have encountered increased market resist-
ance in obtaining funds through sales of
United States Government securities. Cor-
porate purchases of Government securities
in 1955 offset in large part sales by commer-
cial banks and other financial institutions.
There has been a marked shift in corporate
demand for Treasury issues this year. Non-
financial corporations reduced their holdings
of Government securities by an unusually
large amount in the first half of 1956, and
have added only moderately to their hold-
ings since midyear. Although the Federal
Government has reduced the publicly held
debt outstanding by a substantial amount
this year, prices of Government securities in
all maturity ranges have declined.
Reflecting the reduced availability and in-
creased cost of supplementary funds, many
financial institutions have exercised increas-
ing selectivity and moderation this year in
lending and in commitments of future funds.
In the first nine months of 1956, savings
and loan associations limited the expansion
of their mortgage portfolios to $3.5 billion,
about the same increase as in their savings
capital, and reduced their indebtedness to
the Federal home loan banks. In the com-
parable period of 1955, the increase of $4.5
billion in their mortgage holdings exceeded
the net inflow of savings capital by more
than one-third.
Sales of Government securities by life in-
surance companies were large in the early
months of 1956, as these companies sought
funds to meet rising business loan demands
and to fulfill commitments made earlier. In
recent months both the reduction in Gov-
ernment security holdings and the expan-
sion in portfolios of mortgages and busi-
ness securities have been smaller. Commer-
cial banks also made substantial reductions
in their holdings of Government securities
in the first half of the year. Since midyear
their holdings have increased somewhat,
while loan expansion has moderated.
LONG-TERM CREDIT DEMANDS
Further increases in business demands for
long-term credit and capital this year have
been accompanied by continued large de-
mands for financing residential construction
and construction outlays of State and local
governments. Business financial needs have
been reflected in a record volume of security
flotations and large increases in bank loans
and commercial mortgages.
Expansion in home mortgage debt, while
less than in 1955, has been substantially
greater than in any other year since World
War II. Financing of toll-highway construc-
tion has declined further, but the volume of
State and local government bond issues for
most other programs has continued large.
Business. A record volume of expendi-
tures for new plant and equipment this year
has increased business requirements for both
working capital and long-term funds. Early
in the year, credit demands were augmented
by the need for funds to finance large addi-
tions to inventories and to make heavy tax
payments on 1955 incomes. Continued rise
in capital outlays since midyear has sus-
tained business demands for external funds.
The initial impact of business credit de-
mands this year was heavier on commercial
banks than on capital markets. Corporate
liquidation of Government security holdings
in the early months of 1956 was much larger
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than in 1955, and many companies obtained
their external financing through bank loans
rather than security issues.
Although earlier surveys had forecast sub-
stantial increases in business expenditures
for new plant and equipment this year, the
net change in outstanding securities in the
first quarter of 1956 was little greater than
a year earlier, as is shown on the chart. Ex-
pansion of business loans at commercial
banks, in contrast, was more than two and
one-half times as great as in the first quarter
of 195 5. With demands for long-term funds
moderate, yields on corporate bonds de-
clined somewhat in early 1956, while rates
on short-term bank loans were maintained.
Successive surveys of business spending
plans confirmed the magnitude of the in-
crease expected this year in capital outlays
by manufacturing companies, and indicated
a substantial upward revision in proposed
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NOTE.—Quarterly changes in commercial and industrial loans
at all commercial banks and Securities and Exchange Commis-
sion estimates of net change in outstanding corporate securities.
spending by public utility companies. This
revision was of marked significance for capi-
tal markets, since utility expansion custom-
arily is financed to a greater extent through
sales of securities than are capital outlays by
other industries.
The impact of business spending plans
on capital markets was increasingly evident
by late winter, as the volume of security
flotations, of announcements of prospective
flotations, and of commitments for future
borrowing from institutional lenders in-
creased rapidly. Yields on corporate securi-
ties rose sharply from early March through
late April, then stabilized at these higher
levels until early July.
Business financial pressures have not
moderated significantly since midyear. Plant
and equipment expenditures have continued
to rise, and financing of customers through
accounts receivable has increased, as is usual
in the second half of the year. In some
manufacturing industries, such as metals and
metal products, short-term financing needs
were reduced somewhat in summer and early
fall by a decline in the rate of inventory ac-
cumulation. Recently there has been a re-
sumption of borrowing by these industries.
Internal sources of funds have not kept
pace with the continued rise in business out-
lays. Funds from operations have been no
larger than in the first half of the year. While
depreciation allowances have increased fur-
ther, corporate profits have been lower in the
second half and dividend payments have in-
creased.
Reductions in liquid asset balances and in-
creases in short-term borrowing earlier in the
year reduced corporate liquidity by mid-
1956 to the lowest point in the postwar
period. Decreased liquidity and the need to
provide for future tax payments have limited
further financing from these sources. Busi-
ness needs for external financing, particularly
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for long-term funds, have therefore re-
mained strong since midyear, and flotations
of securities have been in record volume.
Pressure of business demands for long-
term credit has been reflected in a rapid rise
in costs of borrowing. Yields on new secu-
rity issues have increased by about % of a
percentage point since June and are at a level
substantially above the previous postwar
peak in mid-1953. The rise in yields on
new issues has been greater than the increase
in yields on outstanding bonds, as is charac-
teristic of a period of large demands for
loans.
Other borrowing terms have also become
more restrictive. In many cases, the time
periods during which issues may not be re-
financed have been lengthened considerably,
and the prices at which debt may be re-
deemed before maturity have been raised.
Despite the rise in interest costs and the
relatively high level of common stock prices,
the bulk of new security flotations continues
to be debt rather than equity issues. The
volume of stock offerings has been no larger
this year than in 1955.
As might be expected in a period of rising
interest costs and restricted availability of
internal funds, a large share of corporate
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NOTE.—Securities and Exchange Commission estimates; figures
for October and November 1956 estimated by Federal Reserve. Net
proceeds exclude costs of flotation. Data on type of security not
available on net-proceeds basis.
security flotations this year has been for new
capital; the volume of flotations for refund-
ing purposes has been relatively small. For
the year as a whole, proceeds from new
capital issues are likely to be about one-sixth
greater than in 1955.
Reflecting financing needs arising from
plant expansion programs, the largest in-
creases in security flotations have been in
manufacturing and public utility industries.
With the rate of growth in consumer bor-
rowing for purchases of durable goods re-
duced, the volume of securities issued by
sales finance and consumer finance com-
panies has been slightly smaller than in 1955.
State and local governments. Further
expansion of governmental services to meet
the needs of a growing and mobile popula-
tion resulted in a 10 per cent rise in construc-
tion expenditures by State and local govern-
ments this year. Backlog demands for most
types of community facilities remain large;
in November, voters approved a record
volume of capital projects to be undertaken
in the future.
The rise in current and prospective spend-
ing has been accompanied by a large amount
of borrowing by State and local govern-
ments this year. The total volume of bond
issues, however, is likely to be about 10 per
cent less than in 1955, because increases
in flotations of securities to finance sani-
tation and other community services have
been more than offset by decreases in bond
flotations for public housing and for toll
roads. The sharp drop in new financing
for toll roads has reflected increased doubts
about the economic feasibility of some pro-
jected highways, particularly in view of cur-
rent interest costs, as well as uncertainties
earlier in the year about the development of
a new Federal highway program.
With the volume of new bond issues only
moderately below the 1955 total and com-
Federal Reserve Bulletin: December 19561282 FEDERAL RESERVE BULLETIN • DECEMBER 1956
petitive demands for long-term capital rising,
markets for State and local government secu-
rities have been under pressure during most
of 1956. Many investors are willing to ac-
cept a lower return on State and local gov-
ernment securities than on alternative long-
term investments because the interest paid
on them is exempt from Federal income
taxes. In recent years these bonds have
yielded from % to 1 percentage point less
than corporate securities of comparable
quality. A marked widening of the differ-
ential reduces the attractiveness of the tax-
exemption feature, however. With strong
business demands for credit reflected in ris-
ing yields on corporate securities, State and
local governments have had to adjust the
terms offered on their obligations in order to
compete for available long-term funds.



























NOTE.—Weekly series. Yields are Moody's Aaa bonds,
Thursday figures. Dealers' advertised inventories, from The
Blue List, Friday data. New issues, Federal Reserve compila-
tion of Bond Buyer data. Latest figures are for week ending
Dec. 1, 1956.
The rise in municipal yields has not been
continuous throughout the year, as can be
seen on the chart. In February, in June, and
again in October, concentrations of new is-
sues were greater than capital markets could
absorb readily. As the volume of current
issues and announcements of prospective
flotations mounted, dealers' inventories of
unsold securities increased, and yields were
subsequently adjusted upward in order to
complete the distribution of issues.
For many large-scale construction proj-
ects, the timelag between authorization of
the project and inception of construction is
relatively long, and the timing of financing
can be adjusted to take advantage of short-
term fluctuations in market conditions. Each
sharp rise in interest costs this year has there-
fore caused temporary postponement of
some borrowing. As the volume of flota-
tions diminished and dealers' inventories of
securities declined, pressure on yields abated.
Intensification of demands for long-term
capital throughout the economy during 1956
has carried yields to higher peaks in each
upswing and has moderated subsequent de-
clines. By mid-December, yields on State
and local government bonds were about one-
third above those at the beginning of 1956.
Residential construction. Expenditures
for residential construction have been rela-
tively stable during 1956, at a level about
one-tenth below the record set in 1955, but
much higher than in any previous postwar
year. The number of new dwelling units
started has declined more than housing ex-
penditures, for rising building costs and a
trend toward construction of more expensive
houses have moderated the decline in dollar
volume of housing outlays.
Continued high levels of expenditures
for new and older houses have been reflected
in continued strong demands for mortgage
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money. Home mortgage debt increased
$8V2 billion in the first nine months of the
year, one-seventh less than the record growth
in the comparable period of 1955, but more
than one-fourth larger than in 1954.
Conventional loans have accounted for a
larger share of the expansion in home mort-
gage debt this year. The net growth in
conventional loans outstanding has been as
large as in 1955, while financing through
mortgages insured or guaranteed by the Fed-
eral Government has been smaller than last
year. Government-underwritten financing
is still large, however. As is shown on the
chart, the net growth from January through
September in Government-underwritten
loans outstanding was much greater than in
most recent years.
The increased proportion of conventional
mortgage loans this year reflects changes in
the availability of resources among lending
institutions as well as institutional responses
to competitive demands for long-term capi-
tal. In the latter part of 1954, institutional
lenders made commitments for a large
volume of lending on Federally underwritten
mortgages. Fulfillment of these commit-
ments in 1955 required sales of United
States Government securities and extensive
resort to supplementary credit, obtained
largely from commercial banks and the Fed-
eral home loan banks.
Since late 1955 supplementary credit has
become less readily available, the cost of ob-
taining funds through sales of Government
securities has increased, and yields on alter-
native investments have risen. Interest rates
on mortgages guaranteed or insured by the
Government are fixed by law or regulation.
Although alignment of these rates with yields
on alternative investments is made by the
market through a discounting process, the
range of adjustments is limited and adjust-
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NOTE.—Quarterly net changes in total home mortgages are
Federal Reserve estimates adjusted to annual data of the Fed-
eral Home Loan Bank Board. Government-underwritten loans
are based on Veterans Administration and Federal Housing
Administration data; conventional loans are derived.
ments tend to lag behind the rise in other
rates. As a result, lenders have been in-
creasingly reluctant this year to lend or to
make commitments for future loans on Fed-
erally underwritten mortgages.
Large acquisitions of these mortgages by
financial institutions in late 1955 and early
1956 reflected in part the fulfillment of loan
commitments and repurchase agreements
made earlier. Since the spring of this year,
both acquisitions of Federally underwrit-
ten mortgages and commitments for future
acquisitions have declined. No comparable
decline has occurred in either lending or
commitments for conventional mortgages,
the terms of which can more easily be ad-
justed to current market conditions.
In early December, the Federal Housing
Administration increased maximum permis-
sible interest rates on insured home mort-
gages. This action, effective December 4,
raised the FHA rate on home mortgages to
5 per cent from 4Vi per cent, the rate that
had prevailed since May 1953.
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